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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

COLVIN, Judge: Respondent determ ned a deficiency in
petitioners’ inconme tax of $23,188 for 1994 and a penalty of
$4, 637. 60 under section 6662(a) for substantial understatenent of
t ax.

After concessions, the issues for decision are:
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1. Whet her petitioners may deduct $37,739 for 1994 which
petitioners contend they paid to settle a threatened |lawsuit.!?
We hold that they may not.

2. Whet her petitioners are |iable under section 6662(a)
for a penalty of $4,637.60 for 1994 for substanti al
understatenment of incone tax. W hold that they are.

Section references are to the Internal Revenue Code in
effect for 1994. Rule references are to the Tax Court Rul es of
Practice and Procedure. References to petitioner are to John C
Ar cher .

FI NDI NGS OF FACT
Sone of the facts have been stipulated and are so found.

A. Petitioners

Petitioner lived in Liberty, Texas, and petitioner Nancy M
Archer lived in Austin, Texas, when they filed their petition.
Petitioners were cash basis, cal endar year taxpayers. Petitioner
is alawer who specializes in collecting delinquent taxes for
Texas counties and districts.

B. Petitioner’'s Law Firm

Parmer, Archer, Young & Steen, P.C (PAYS), a professiona
service corporation, was incorporated before 1994 under the Texas

Prof essi onal Corporation Act. PAYS provided | egal services to

1 Petitioners concede that they may not deduct $37, 606 of
t he $75, 345 that they deducted for settlenent of a threatened
| awsui t .
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Texas counties, school districts, cities, and water districts
relating to collection of delinquent taxes.

PAYS was an S corporation. Petitioner held 100 shares in
PAYS, which was a 10-percent ownership interest. Petitioner’s
adjusted basis in his 100 shares was $92, 039.

In 1994, petitioner becane dissatisfied with PAYS
managenent and deci ded to open his own | aw office and represent
certain PAYS clients. The officers of PAYS | earned about
petitioner’s plan, discharged himfromthe firm and threatened
to sue himfor tortious interference with PAYS contracts with
its clients.

C. The Settl enent Agreenent

On Decenber 23, 1994, petitioner and PAYS negoti ated and
settled their dispute. Their agreenent had five pages.
Petitioner and the renmai ning PAYS nenbers initial ed each page,
and signed the agreenent on page 5. The first two pages of the
agreenent (part 1) were entitled “AGREEMENT TO PURCHASE/ SELL
SHARES’. The headi ng “ASSI GNMENT AND NON- COMPETI TI ON' appears at
the top center of the third, fourth, and fifth pages of the
agreenent (part 2). Centered beneath that title is “PAGE TWO' on
the fourth page and “PAGE THREE” on the fifth page. |In part 2,
petitioner and PAYS resolved the threatened lawsuit related to

petitioner’s plan to take the Liberty County account with him
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The follow ng chart lists the provisions in parts 1 and 2 of

t he agreenent which benefit PAYS or petitioner:

Provi si ons Wi ch Benefit PAYS

Contained in part 1:

1. PAYS gets petitioner’s 100
shares. (No val ue stated.)

2. Petitioner will pay the

$25, 000 deductible for any
paynment made for a cl ai m agai nst
hi m under PAYS prof essi ona
lawyer’s liability policy. (No
val ue stated.)

Contained in part 2:

1. Petitioner will not conpete
with PAYS for tax collection
contracts, other than the two
assigned to him for a period of
2 years (petitioner’s covenant
not to conpete). (No value
stated.)

2. Petitioner will make no claim
for any part of |egal fees earned
for services provided to Liberty
County before January 1, 1995
(petitioner’s covenant not to
sue). (No value stated.)

3. Petitioner will indemify
PAYS and its sharehol ders and
directors fromany cl ains
resulting fromhis departure and
the contract assignnents. (No
val ue stated.)

4., Petitioner will return al
PAYS property not specifically

gi ven to hi munder the agreenent.
(No val ue stated.)

Provi si ons Whi ch Benefit Petitioner

Contained in part 1:

1. PAYS forgives petitioner’s $12, 500
debt to PAYS

2. PAYS assunes petitioner’s $37,000 debt
to Henry Steen, Jr. and Gates Steen

3. PAYS will try to obtain a rel ease of
petitioner’s guarantee of the PAYS note to
Chester Young, or will indemify
petitioner against clains arising from
that guarantee. (No value stated.)

4. PAYS will give petitioner three
conputers. (Stipulated value of $2,000.)

5. PAYS will indemify agai nst judgnents
arising out of a pending |awsuit unless
petitioner made the statenent which is the
subj ect of the lawsuit. (No value
stated.)

6. PAYS gives petitioner an interest in
the settlenment of a certain lawsuit.
(Stipul ated val ue of $2,800.)

7. PAYS rel eases petitioner from
liability as a guarantor of the firms
$100, 000 line of credit. (No value
stated.)

Contained in parts 1 and 2:

1. PAYS assigns its collection contracts
with Liberty County and Trinity County to
petitioner. (No value stated.)

2. PAYS will not sue petitioner or

Li berty County for cancelling or assigning
the Liberty County contract (PAYS

covenant not to sue). (No value stated.)

No specific itens were given by one party to the agreenent

for any specific itens given by the other party.
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D. Petitioners’ |Incone Tax Return

Frank Melvin (Melvin), a certified public accountant
(C.P.A) licensed in Texas, prepared petitioners’ 1994 incone tax
return. Petitioners deducted $75, 345 on their 1994 Schedul e C,
Profit or Loss From Business (Sole Proprietorship), for
l[itigation settlenment (i.e., PAYS covenant not to sue). On
Schedul e D, Capital Gains and Losses, they reported that they
sol d PAYS stock for $75,345, that their basis in that stock was
$75, 345, and that their net long-termcapital gain or |oss was
zero.

OPI NI ON

A. Whet her Petitioners Paid $37,739 to Settle a Threatened
Lawsuit for 1994

1. Contentions of the Parties

Petitioners contend that a taxpayer nay deduct as a business
expense settlenent paynents nade to avoid litigation related to

t he taxpayer’s business. See Anchor Coupling Co. v. United

States, 427 F.2d 429, 433 (7th Cr. 1970). Petitioners contend
that petitioners paid at |east $37,739 to PAYS to settle PAYS
threatened | awsuit against petitioner (i.e., for PAYS covenant
not to sue). Respondent contends that petitioners have not shown
how much they paid to settle the threatened | awsuit.

As cash basis, cal endar year taxpayers, petitioners my
deduct an expense in the year in which the expense was paid in

cash or its equivalent. See Helvering v. Price, 309 U S. 409,
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413 (1940). Petitioners did not pay any cash to settle the
threatened | awsuit. Thus, petitioners nmust prove how nmuch they
paid in 1994 in the equivalent of cash to settle the threatened
lawsuit. See Rule 142(a).

2. Whet her Petitioners Paid $37,739 in 1994 To Settle the
Thr eat ened Lawsui t

Petitioners contend that the anpunt that petitioner paid to
settle the threatened | awsuit can be derived fromthe val ues
stated in the agreenent and stipul ated values for sone of the
provi sions of the agreenent.? W disagree. PAYS benefitted from
Six provisions in the agreenent. There is no stated or
stipul ated value for any of those provisions. Petitioner
benefited fromnine provisions in the agreenent, five of which
have a stated or stipul ated value and four of which do not.
Petitioners calculate the value of PAYS covenant not to sue
(item5 under consideration received by petitioner in the chart

bel ow) as foll ows:

Consi deration given by petitioner Amount
1. PAYS stock $92, 039
Consi deration received by petitioner

1. Forgiveness of debt to PAYS 12, 500
2. Rel ease of debts to Henry Steen, Jr., 37, 000

and Gates Steen

2 Respondent contends that the settlement consists of two
separate agreenents. W disagree. PAYS and petitioner prepared
and executed the settlenent at the sanme tinme. They signed the
settlenment only at the end of page 5. W doubt that they would
have agreed to either part w thout agreeing to both parts. W
conclude that the settlenent is one agreenent.



3. Three conputers 2,000
4. 30 percent of the proceeds from 2,800
Archer v. Houseman
5. PAYS covenant not to sue 37, 739
(litigation settl enent)
Tot al 92, 039

For petitioners’ calculation to be valid, petitioner’s stock
i n PAYS nust have a value of at |east $92,039, and the foll ow ng
provisions in the agreenent nust have no val ue or val ues that
benefit the two parties to the agreenent equally: (1)
Petitioner’'s agreenent to pay the $25,000 deductible for
professional liability clains paynents, (2) petitioner’s covenant
not to conpete, (3) petitioner’s covenant not to sue, (4)
petitioner’s agreenent to indemify PAYS for clains due to his
departure, (5) petitioner’s agreenent to return PAYS property
not specifically given to him (6) PAYS agreenment to obtain
rel ease or indemify petitioner with respect to the note to
Chester Young, (7) PAYS agreenent to indemify petitioner
agai nst judgnents in a pending |awsuit, (8) PAYS assignnment of
its collection contracts with Liberty and Trinity Counties to
petitioner, and (9) PAYS release of petitioner fromliability
for the $100,000 line of credit. Petitioners did not establish
that these itens have no value or have offsetting values. Thus,
it is inpossible to calculate the value of PAYS covenant not to

sue. @

3 Petitioners contend that petitioner’s stock was worth
(continued. . .)
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Petitioners contend that the fact that PAYS and its
sharehol ders did not hesitate to file suits agai nst each ot her
when a sharehol der left the firmshows that PAYS covenant not to
sue had value. W recognize that PAYS covenant not to sue may
wel | have had value. However, petitioners have not given us a
satisfactory basis to estimate its val ue.
We conclude that petitioners have failed to show that they
may deduct $37,739, or any other anount, as a litigation
expense. 4

B. VWhet her Petitioners Are Liable for the Accuracy-Rel ated
Penalty for Substantial Understatenent Under Section 6662

Petitioners contend that they are not liable for the
accuracy-rel ated penalty under section 6662 because they properly
relied on their accountant and because the transaction was
conpl ex.

A taxpayer may be liable for an accuracy-related penalty on
a substantial understatenent of tax. See sec. 6662. The
understatenent is reduced to the extent that it (1) is based on

substantial authority, (2) is adequately disclosed on the return

3(...continued)
$200, 000 to $250,000 or that it was worth at |east $92,039, the
anount of their adjusted basis. Regardless of the value of
petitioner’s PAYS stock, it would not establish the val ue of
PAYS covenant not to sue for the reasons given in the
acconpanyi ng text.

4 Because of this conclusion, we need not decide, as
petitioners contend, whether 1994 is the proper year to deduct
the litigation expense.
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or in a statenent attached to the return and there is a
reasonabl e basis for the tax treatnent of that item or (3) is
due to reasonabl e cause and petitioners acted in good faith. See
secs. 6662(d)(2)(B)(i) and (ii), 6664(c)(1l); sec. 1.6664-4(c),
| ncone Tax Regs. Petitioners do not contend that they have
substantial authority for their positions or that they adequately
di scl osed their positions on their returns. They contend only
that they had reasonabl e cause and acted in good faith.

Petitioners concede that they nay not deduct as a bad debt
| oss $37,606 of the $75,345 they clained as a litigation expense
for 1994. W have concluded that they may not deduct any anobunt
as a litigation expense for 1994.

Petitioners contend that they had reasonabl e cause and acted
in good faith because they relied on their accountant and the
transacti on was conplex. Petitioners point out that they are not
required to question whether their accountant is conpetent,

citing Streber v. Conmm ssioner, 138 F.3d 216, 220 (5th G

1998), revg. T.C. Meno. 1995-601, and Reser v. Comm ssioner, 112

F.3d 1258 (5th Cr. 1997), affg. in part and revg. in part
(including on this issue) T.C. Menp. 1995-572.

To establish good faith reliance on the advice of a
conpetent advi ser, a taxpayer nust show (1) That he or she
provided the return preparer with conplete and accurate

information, (2) that an incorrect return resulted fromthe
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preparer’s m stakes, and (3) that the taxpayer was relying in
good faith on the advice of a conpetent return preparer. See

West br ook v. Conm ssioner, 68 F.3d. 868, 881 (5th Cr. 1995),

affg. T.C. Meno. 1993-634; Craner v. Comm ssioner, 101 T.C 225,

251 (1993), affd. 64 F.3d 1406 (9th Cr. 1995). Petitioner
testified in general ternms that he described the substance of the
sale of the shares to Melvin, but petitioners have not shown that
they provided Melvin with conplete and accurate information or
that the incorrect return resulted fromMelvin' s m stakes.

Melvin did not testify.

The taxpayers in Streber v. Conm ssioner, supra, were about

20 and 25 years ol d and | acked busi ness experi ence when they each
received an inheritance of nmore than $1 mllion. They hired a

| awyer to advise themof their potential tax liability. They
foll owed the advice of the lawer. Petitioner is not |ike the
taxpayers in Streber because he is a | awer, and he negoti ated

t he agreenent at issue.

The taxpayer in Reser v. Conm ssioner, supra, was not

personal ly involved with the transaction which caused the
deficiency. See id. at 1268. |In contrast, petitioner personally
negotiated the terns of the agreenent in the instant case. The
tax issue in Reser was a conplex basis conputation for which the
t axpayer had no special know edge. See id. In contrast, the

i ssue of how nmuch the parties allocated to PAYS covenant not to
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sue is a question of fact. In Reser, two CP.A’'s froma
national accounting firm (one of whomtestified at trial) agreed
that the taxpayers were entitled to the deduction they clained.
See id. at 1271. In contrast, petitioners’ C P.A did not
testify in this case.
We conclude that petitioners are |liable for the section 6662

penalty. To reflect concessions and the foregoing,

Deci sion will be entered

under Rul e 155.




